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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors of financial statements of investment companies with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits they
perform.
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor understand and apply Statements on Auditing Standards (SASs).
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of
the AICPA.
Maryann Kasica, CPA
Technical Manager
Accounting and Auditing Publications

Copyright © 2006 by
the American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
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Investment Companies Industry
Developments—2005/06
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your investment companies industry audits. The knowledge delivered by this
Alert assists you in achieving a more robust understanding of the
business and economic environment in which your clients operate. This Alert is an important tool in helping you identify the significant risks that may result in the material misstatement of your
client’s financial statements. Moreover, this Alert delivers information about emerging practice issues, and information about current accounting, auditing, and regulatory developments.
If you understand what is happening in the investment companies industry, and you can interpret and add value to that information, you will be able to offer valuable service and advice to
your clients. This Alert assists you in making considerable strides
in gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk). You
should refer to the full text of the accounting and auditing pronouncements as well as the full text of any rules or publications
that are discussed in this Alert.
When referring to the professional standards, this Alert cites the
applicable sections of the codification and not the numbered
statements, as appropriate. For example, Statement on Auditing
Standards (SAS) No. 54, Illegal Acts by Clients, is referred to as
AU section 317 of the AICPA Professional Standards.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB
Developments—2005/06 (product no. 022496kk) for a thorough
discussion of recent Securities and Exchange Commission
(SEC) and Public Company Accounting Oversight Board
(PCAOB) developments.
1
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Help Desk—AICPA Audit Risk Alerts can be obtained by
calling the AICPA at (888) 777-7077 or going online at www.
cpa2biz.com.
Help Desk—References in this Alert to the Audit and Accounting Guide Investment Companies are to the May 1, 2004, edition
of that Guide.

Economic and Industry Developments
AU section 311 (AICPA, Professional Standards, vol. 1; and for
audits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules), among other matters, provides guidance for auditors regarding the specific procedures that
should be considered in planning an audit. AU section 311 states
that the auditor should obtain a knowledge of matters that relate
to the nature of the entity’s business, its organization, and its operating characteristics, and consider matters affecting the industry in which the entity operates, including, among other matters,
economic conditions as they relate to the specific audit. Also,
paragraph 2.140 in the Audit and Accounting Guide Investment
Companies states that economic conditions in the jurisdictions in
which funds invest may affect the auditor’s assessment of inherent
risk for assertions in investment companies’ financial statements.
Factors that auditors should consider include local rates of inflation, government stability, and local tax rules. Discussed below
are recent developments for you to consider as you plan and perform your audits.
Interest rates provided investors in bond funds and other interest
rate sensitive fund products with challenges in 2005. Federal
funds rate increases by the Federal Reserve Board (FRB) continued, reaching 4.25 percent in December 2005. Long-term treasury interest rates did not rise as sharply as short-term rates, and
the treasury yield curve narrowed bringing the possibility of an
inverted yield curve. On the corporate debt side, debt rating
downgrades in the auto industry were among the year’s notable
events. Looking to 2006, there will be changes at the FRB with
the appointment of a new chairman.
2
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Short-term rate increases have provided some positive opportunities for money market fund investments. Yields on those funds
have risen. In recent years, when short-term rates were low, a
number of investment advisers or sponsors of money market
funds waived fees or assumed fund expenses to maintain a positive yield for investors. Auditors of money market funds may
note that, in 2005, their clients are again charging those fees.
The investment strategies used by funds, particularly hedge
funds, to provide investors with the returns they seek may be very
complex and involve significant use of derivative instruments,
many of which are based on interest rates. Credit default swaps,
for example, may be used by some funds as protection from debt
default, to speculate on changes in entities’ creditworthiness, or as
part of sophisticated arbitrage and hedging strategies. Auditors
should determine that the method specified by generally accepted
accounting principles (GAAP) for valuing the investment or derivative is being followed.
Buyouts and takeovers are hot again. This time, it’s hedge funds
and buyout funds (also known as private equity funds) that are
leading the charge. The hedge fund industry now has assets nearing $1 trillion. As hedge funds and buyout funds participate in
these takeovers, massive amounts of debt are normally needed to
finance the deals. This debt involves bank debt and high-yield
bonds. Auditors are reminded that rising interest rates and an
economic downturn can create great risk for certain hedge funds
and buyout funds, as well as the entities involved with them. Auditors should pay special attention to possible risks in this area
and address them accordingly.
“Fund of funds” structures that present opportunities for smaller
investors by permitting lower minimum investment than is usually needed to invest directly in a hedge fund are increasing in
number. See the related discussion, “Investment Strategies
Achieved by Funds Investing in Other Funds,” in the “Audit Issues and Developments” section of this Alert.
Auditors should continue to be alert for changes to investment
advisory contracts and the computation of performance-based
3
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advisory fees. Fund management and boards of directors may
have intensified their scrutiny of the procedures used by registered investment companies to compute performance-based advisory fees for conformity with related laws and regulations,
following an SEC staff announcement in September 2004 of the
settlement of a regulatory action against an adviser to a registered
investment company complex for the computation of performance-based advisory fees in a manner contrary to the requirements of the Investment Advisers Act of 1940 (the Advisers Act).
Auditors should consider whether the current economic and
business environment increases the risk for misstatement of reported investment results in order to achieve performance expectations, exceed benchmarks, earn performance-based fees, and/or
gain competitive advantage.
The SEC has adopted or proposed new rules and rule amendments for investment companies and advisers since the writing of
last year’s Alert that address a variety of issues, including mutual
fund redemption fees, adviser registration, and voluntary eXtensible Business Reporting Language (XBRL) reporting, among
other matters. This year’s Alert discusses a number of recent regulatory developments. Auditors should be alert for changes to their
clients’ operating, accounting, and reporting procedures to comply with new regulations or to respond to enforcement actions by
federal and state regulators.
The AICPA general Audit Risk Alert—2005/06 (product no.
022336kk) discusses the current business and economic developments listed below, along with risks and issues, and some of the
audit considerations associated with those developments:
• Rising interest rates, rising energy costs, rising debt levels,
and a softening housing boom
• Risks to developing economies
• Hurricanes Katrina and Rita—accounting and auditing
considerations
• Layoffs and possible risks
• Outsourcing
4
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• Raising capital through the equity and credit markets
• Underfunded pension plans and aggressive assumptions in
pension plan accounting
• Mergers and acquisitions heating up
• Attacks on company information systems and internal
control
• Hedge funds and buyout funds risk (previously discussed
in this section)
• Recent accounting frauds and errors
• New bankruptcy law’s effect on small businesses
That Alert generally discusses developments of broad interest to
auditors. You will need to identify those developments that could
have implications for your investment company client audits.

New Pronouncements and Other Guidance
Recent Auditing and Attestation Pronouncements and
Related Guidance

Presented below is a list of auditing, attestation, and related guidance issued since the writing of last year’s Alert.1 The AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk) presents brief information about selected guidance listed. For information on auditing and attestation standards, quality control
standards, and related guidance that may have been issued subsequent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic.htm and the
PCAOB Web site at www.pcaobus.org (applicable to audits conducted in accordance with PCAOB Standards).
You may also look for announcements of newly issued standards
in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA’s Audit and
1. This list of standards and other guidance in this section of the Alert includes guidance that may not apply to investment companies.

5
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Attest Standards Team and available at www.aicpa.org/members/
div/auditstd/opinion/index.htm.
As necessary, auditors should obtain and understand the complete text of the applicable standards and other guidance. You
should visit the applicable Web site for complete information.
AICPA Auditing
Interpretation No. 1 of
AU section 328, Auditing
Fair Value Measurements
and Disclosures
AICPA Auditing
Interpretation No. 1 of
AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities
AICPA Auditing
Interpretation No. 1 of
AU section 625, Reports
on the Application of
Accounting Principles
AICPA Auditing
Interpretation No. 12 of
AU section 623,
Special Reports
(amended)
AICPA Auditing
Interpretation No. 14 of
AU section 623
(amended)

“Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value”
(Applicable to audits conducted in accordance
with generally accepted auditing standards
(GAAS))
“Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist”
(Applicable to audits conducted in accordance
with GAAS)

“Requirement to Consult With the Continuing
Accountant”
(Applicable to audits conducted in accordance
with GAAS)

“Evaluation of the Appropriateness of Informative
Disclosures in Insurance Enterprises’ Financial
Statements Prepared on a Statutory Basis”
(Applicable to audits conducted in accordance
with GAAS)
“Evaluating the Adequacy of Disclosure and
Presentation in Financial Statements Prepared in
Conformity With an Other Comprehensive Basis
of Accounting (OCBOA)”
(Applicable to audits conducted in accordance
with GAAS)
AICPA Auditing
“Auditor Reports on Regulatory Accounting or
Interpretation No. 15 of
Presentation When the Regulated Entity Distributes
AU section 623
the Financial Statements to Parties Other Than the
Regulatory Agency Either Voluntarily or Upon
Specific Request”
(Applicable to audits conducted in accordance
with GAAS)
AICPA Attest Interpretation “Reporting on Attestation Engagements Performed
No. 6 of AT section 101,
in Accordance with Government Auditing Standards”
Attest Engagements
(Applicable to audits conducted in accordance
with GAAS)
6
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AICPA Technical Practice
Aid (TPA) 9070.05
(nonauthoritative)

AICPA TPA 8345.01
(nonauthoritative)

AICPA TPA 8345.02
(nonauthoritative)
AICPA Practice Alert
2005-01
(nonauthoritative)
PCAOB Staff Questions
and Answers

PCAOB Staff Questions
and Answers

AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
Accounting Trends and
Techniques
(nonauthoritative)

“Consideration of Impact of Losses From Natural
Disasters Occurring After Completion of Audit
Field Work and Signing of the Auditor’s Report But
Before Issuance of the Auditor’s Report and Related
Financial Statements”
“Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or
Natural Disaster”
“Considerations When Audit Documentation Has
Been Destroyed by Fire, Flood, or Natural Disaster”
Auditing Procedures With Respect to Variable
Interest Entities
Auditing Internal Control over Financial Reporting
(The PCAOB has issued two sets of questions and
answers in 2005 relating to the issuance of PCAOB
No. 2, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of
Financial Statements: question 37 and questions 38
through 55.)
(Applicable to audits conducted in accordance with
PCAOB Standards)
Attest Engagements Regarding XBRL Financial
Information Furnished Under the XBRL Voluntary
Financial Reporting Program on the Edgar System
(Applicable to audits conducted in accordance
with PCAOB Standards)
The Auditor’s Guide to Understanding PCAOB
Auditing Standard No. 2
SAS No. 70 Reports and Employee Benefit Plans

Illustrative Disclosures on Derivative Loan
Commitments
Auditing Recipients of Federal Awards: Practical
Guidance for Applying OMB Circular A-133
(third edition)
Employee Benefit Plans

(continued)
7
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Guidance on Management
Override of Internal
Controls
(nonauthoritative)
AICPA Toolkit
(nonauthoritative)
AICPA Toolkit
(nonauthoritative)
Statutory Framework
(nonauthoritative)
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Not-for-Profit Organizations

Management Override of Internal Controls: The
Achilles’ Heel of Fraud Prevention—The Audit
Committee and Oversight of Financial Reporting
The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations
The AICPA Audit Committee Toolkit: Government
Organizations
A Statutory Framework for Reporting Significant
Deficiencies in Internal Control to Insurance Regulators

Since the writing of the general Audit Risk Alert—2005/06,
the AICPA Auditing Standards Board (ASB) issued two SASs
applicable to audits of nonissuers and a Statement on Standards
for Attestation Engagements (SSAE) applicable to attestation engagements performed for nonissuers. Brief descriptions of those
pronouncements follow:
• SAS No. 102, Defining Professional Requirements in Statements on Auditing Standards (AICPA, Professional Standards,
vol. 1, AU sec. 120), and SSAE No. 13, Defining Professional Requirements in Statements on Standards for Attestation Engagements (AICPA, Professional Standards, vol. 1,
AT sec. 20), define the terminology the ASB will use to describe the degrees of responsibility that the professional requirements impose on the auditor or the practitioner. SAS
No. 102 and SSAE No. 13 apply to existing SASs and
SSAEs, and are not intended to apply to interpretive guidance issued by the ASB. SAS No. 102 and SSAE No. 13
define two categories of professional requirements, unconditional requirements and presumptively mandatory requirements. Unconditional requirements are indicated by the
words must or is required. Presumptively mandatory requirements are indicated by the word should.
SAS No. 102 also amends AU section 150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1), to require working paper documentation of auditor
8
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justification for a departure from a presumptively mandatory requirement. SAS No. 102 and SSAE No. 13 are effective upon issuance (December 2005).
• SAS No. 103, Audit Documentation (AICPA, Professional
Standards, vol. 1, AU sec. 339), establishes standards and
provides guidance for audit documentation. Among other
matters, SAS No. 103 requires the auditor to prepare audit
documentation in sufficient detail to provide an experienced auditor with no previous connection to the audit
with a clear understanding of the work performed, audit evidence obtained and its source, and conclusions reached.
SAS No. 103 specifies a minimum file retention period of
five years from the report release date. SAS No. 103 amends
AU section 530, Dating of the Independent Auditor’s Report
(AICPA, Professional Standards, vol. 1), to require that the
auditor’s report not be dated earlier than the date on which
the auditor obtained sufficient and appropriate evidence to
support the financial statement opinion. SAS No. 103 supersedes SAS No. 96, Audit Documentation, and is effective
for periods ending on or after December 15, 2006, with
early application permitted.
Auditing Standards Available on AICPA and PCAOB
Web Sites
The standards and interpretations promulgated by the ASB are
available free of charge by visiting the AICPA Audit and Attest
Standards Team’s page on the AICPA Web site at www.aicpa.org.
Members and nonmembers alike can download the auditing, attestation, and quality control standards by either choosing a section
of the codification or an individual statement number. You can also
obtain copies of AICPA standards and other guidance by contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Help Desk—See the AICPA publication AICPA Professional
Standards (product no. 005105kk) for AICPA professional
standards applicable to nonpublic companies. PCAOB Standards
and Related Rules, (product no. 057199kk), developed by the
AICPA, offers a comprehensive source of PCAOB standards.
9
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The PCAOB has published its interim standards for audits conducted in accordance with PCAOB Standards on its Web site
(www.pcaobus.org).
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB
Developments—2005/06 (product no. 022496kk) for a thorough discussion of recent PCAOB developments including an
update on new PCAOB pronouncements and other issuances.

Recent Independence and Ethics Pronouncements

Auditors should be aware of independence and ethics matters
that affect their practice. See the AICPA Independence and Ethics
Alert—2005/06 (product no. 022476kk) for a thorough discussion of recent developments and key issues in the area of independence and ethics including an update on new independence
and ethics pronouncements. Since the writing of that Alert, the
AICPA Professional Ethics Executive Committee adopted two
new ethics rulings:
• Ethics Ruling No. 113, Acceptance or Offering of Gifts or Entertainment, under Rule 102, Integrity and Objectivity
(AICPA, Professional Standards, vol. 2, ET sec. 191.226–.227)
• Ethics Ruling No. 114, Acceptance or Offering of Gifts and
Entertainment To or From an Attest Client, under Rule 101,
Independence (AICPA, Professional Standards, vol. 2, ET
sec. 191.228–.229)
The Professional Ethics Executive Committee also deleted Ethics
Ruling No. 1, Acceptance of a Gift, under Rule 101 (AICPA, Professional Standards, vol. 2, ET sec. 191.001–.002). Those new
and deleted ethics rulings can be found on the AICPA Web site at
www.aicpa.org/download/ethics/Gifts_and_Entertainment_
Rulings.pdf. They were published in the January 2006 Journal of
Accountancy, which would make them effective January 31, 2006.
In November 2005, the PCAOB adopted amendments to ethics
and independence rules adopted July 26, 2005, concerning independence, tax services, and contingent fees. The rules as amended
are subject to SEC approval. For updated information and to
10
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obtain the amendments, visit the PCAOB Web site at www.
pcaobus.org.
Recent Accounting Pronouncements and Related Guidance

Presented below is a list of accounting pronouncements and other
guidance issued since the writing of last year’s Alert.2 The AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk) presents brief information about selected guidance listed. For information on accounting standards issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org,
and the Financial Accounting Standards Board (FASB) Web site at
www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and Journal of Accountancy.
FASB Statement of
Financial Accounting
Standards No. 152

FASB Statement No. 153

FASB Statement No. 123
(revised 2004)
FASB Statement No. 154

FASB Interpretation
No. 47
FASB Emerging Issues
Task Force (EITF) Issues
FASB FASB Staff Positions
(FSPs)

Accounting for Real Estate Time-Sharing
Transactions
(an amendment of FASB Statements No. 66,
Accounting for Sales of Real Estate, and No. 67,
Accounting for Costs and Initial Rental
Operations of Real Estate Projects)
Exchanges of Nonmonetary Assets
(an amendment of Accounting Principles Board
(APB) Opinion No. 29, Accounting for Nonmonetary
Transactions)
Share-Based Payment
(a replacement of FASB Statement No. 123,
Accounting for Stock-Based Compensation)
Accounting Changes and Error Corrections
(a replacement of APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting
Accounting Changes in Interim Financial Statements)
Accounting for Conditional Asset Retirement Obligations
(an interpretation of FASB Statement No. 143,
Accounting for Asset Retirement Obligations)
Go to www.fasb.org/eitf/ for a complete list of
EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for a
complete list of FSPs.
(continued)

2. The list of pronouncements and other guidance in this section of the Alert includes
guidance that may not apply to investment companies.
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AICPA Statement of Position Accounting by Insurance Enterprises for Deferred
(SOP) 05-1
Acquisition Costs in Connection With Modifications
or Exchanges of Insurance Contracts
AICPA TPA
“Accounting by Noninsurance Enterprises for Property
1200.06–1200.15
and Casualty Insurance Arrangements That Limit
(nonauthoritative)
Insurance Risk”
AICPA TPA 5400.05
“Accounting and Disclosures Guidance for Losses
(nonauthoritative)
from Natural Disasters—Nongovernmental Entities”
AICPA TPA 6930.09
“Accounting and Disclosure Requirements for
(nonauthoritative)
Single-Employer Employee Benefit Plans Related to
the Medicare Prescription Drug, Improvement and
Modernization Act of 2003”
AICPA TPA 6930.10
“Accounting and Disclosure Requirements for
(nonauthoritative)
Multiemployer Employee Benefit Plans Related to
the Medicare Prescription Drug, Improvement and
Modernization Act of 2003”

Since the writing of the general Audit Risk Alert—2005/06, the
AICPA issued the following nonauthoritative TPAs:3
TPA 6910.16

TPA 6910.17
TPA 6910.18

TPA 6910.19

TPA 6910.20

TPA 2130.09

“Presentation of Boxed Investment Positions in the
Condensed Schedule of Investments of Nonregistered
Investment Partnerships”
“Disclosure of Long and Short Positions—Nonregistered
Investment Partnerships”
“Disclosure of an Investment in an Issuer When One or More
Securities and/or One or More Derivative Contracts are
Held—Nonregistered Investment Partnerships”
“Information Required to be Disclosed In Financial Statements
When Comparative Financial Statements of Nonregistered
Investment Partnerships Are Presented”
“Presentation of Purchases and Sales/Maturities of Investments
in the Statement of Cash Flows—Nonregistered Investment
Partnerships”
“Scope Part I: Application of SOP 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer to Debt
Securities”

3. Section 6910 in the “Technical Questions and Answers” section of Technical Practice
Aids includes questions and answers (Q&As), commonly referred to as TPAs, specifically pertaining to investment companies. As of the writing of this Alert, the Q&As
discussed in this section of the Alert are available on the AICPA Web site at www.
aicpa.org/members/div/acctstd/general/recent_tpas.asp.

12
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TPA 2130.10
TPA 2130.11

TPA 2130.12

TPA 2130.13

TPA 2130.14

TPA 2130.15
TPA 2130.16

TPA 2130.17
TPA 2130.18

TPA 2130.19

TPA 2130.20

TPA 2130.21

TPA 2130.22

TPA 2130.23

TPA 2130.24

Page 13

“Scope Part II: Instruments Accounted For As Debt Securities
under SOP 03-3”
“Determining Evidence of Significant Delays and Shortfalls
Relative to SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”
“Determining Evidence of Deterioration of Credit Quality
and Probability of Contractual Payment Deficiency in
accordance with SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer”
“Non-Accrual Loans Part I: Acquired Non-accrual Loans
under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”
“Non-Accrual Loans Part II: Consumer Loans on Non-accrual
Status under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”
“Loans Held for Sale in Accordance with SOP 03-3, Accounting
for Certain Loans or Debt Securities Acquired in a Transfer”
“Treatment of Commercial Revolving Loans under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer”
“Application of SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer to Retained Interests”
“Loans Reacquired Under Recourse under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer”
“Acquired Loans Where Purchase Price is Greater than Fair
Value under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”
“Acquired Loans Where Purchase Price is Less than Fair Value
under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”
“Accounting for Loans with Cash Flow Shortfalls That Are
Insignificant Under SOP 03-3, Accounting for Certain Loans
or Debt Securities Acquired in a Transfer”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) Under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer (Part I)”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer (Part II)”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer (Part III)”
(continued)
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“Income Recognition for Non-accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part I)”
“Income Recognition for Non-accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part II)”
“Income Recognition for Non-accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part III)”
“Estimating Cash Flows under SOP 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer”
“EITF 01-7 Implications with a Restructured or Refinanced
Loan under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part I)”
“EITF 01-7 Implications with a Restructured or Refinanced
Loan under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part II)”
“Variable Rate Loans and Changes in Cash Flows and
SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”
“Pool Accounting under SOP 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer (Part I)”
“Pool Accounting under SOP 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer (Part II)”
“Application to Fees Expected to be Collected under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer”
“Application to Cash Flows from Collateral and Other Sources
under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”
“Determining a Lease Term For Accounting Purposes”
“Lease Term for Accounting Purposes Differs from Term
Stated in Lease (Part 1)”
“Lease Term for Accounting Purposes Differs from Term
Stated in Lease (Part 2)”
“Rent Expense and Rent Revenue in an Operating
Lease—General”
“Rent Expense and Rent Revenue in an Operating
Lease—Scheduled Increase in Rental Space”
“Rent Expense and Rent Revenue in an Operating
Lease—Rent Holiday”
“Rent Expense and Rent Revenue in an Operating
Lease—Scheduled Rent Increases”
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“Amortization/Depreciation of Leasehold Improvements in
an Operating Lease (Part1)”
“Leasehold Improvements and Lease Term in an Operating
Lease (Part 2)
“Landlord Incentive Allowance in an Operating Lease”
“Cash Flows Statement Presentation of Landlord Incentive
Allowance in an Operating Lease”

The FASB is very active in issuing EITF Issues and FSPs. Auditors should visit the FASB Web site to stay abreast of these many
issues and understand those accounting requirements that may
pertain to their client’s financial statements. In the AICPA general Audit Risk Alert—2005/06 (product no. 022336kk), you will
find a list of selected EITF Issues and FSPs that have been issued
recently and may have a broad interest. Three recently issued
FSPs and the consensuses in an EITF Issue that are of particular
interest for the investment companies industry are discussed in
this section of the Alert.
Guidance for Evaluating Control of a Limited Partnership
EITF Issue No. 04-5. The consensus in EITF Issue No. 04-5,
Determining Whether a General Partner, or the General Partners as
a Group, Controls a Limited Partnership or Similar Entity When the
Limited Partners Have Certain Rights, provides a framework to determine whether the general partners in a limited partnership
control a limited partnership. EITF Issue No. 04-5 does not
apply to a general partner that carries its investment in the limited partnership at fair value with changes in fair value reported
in the statement of operations in accordance with generally accepted accounting principles (GAAP).
Control of a limited partnership is presumed regardless of the extent of the general partners’ ownership interest. Assessment of
whether the rights of limited partners overcome the presumption
of control is a matter of judgment that depends on facts and circumstances. The general partners do not control a limited partnership if the limited partners have either (1) substantive ability
to dissolve (liquidate) the limited partnership or otherwise remove
15
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the general partner(s) without cause, or (2) substantive participating rights.
FSP No. SOP 78-9-1. FSP No. 78-9-1, Interaction of AICPA
Statement of Position 78-9 and EITF Issue No. 04-5, was issued to
amend Statement of Position (SOP) 78-9, Accounting for Investments in Real Estate Ventures, so that guidance for assessing
whether a general partner or the general partners as a group controls a limited partnership is consistent, irrespective of the industry within which the limited partnership operates.
EITF Issue No. 04-5 and FSP No. 78-9-1 are effective (1) after
June 29, 2005, for general partners of all new limited partnerships formed and for existing limited partnerships for which the
partnership agreements are modified; and (2) no later than the
beginning of the first reporting period in fiscal years beginning
after December 15, 2005, for general partners in all other limited
partnerships.
Guidance to Account for Cash Received From Third Parties
for Rights to Future Cash Flows From Distribution Fees
Distributors of mutual funds that do not have front-end sales
charges may receive fees over a specified future period to compensate them for the distribution of fund shares (12b-1 fees).
Some distributors are paid a contingent deferred sales charge
(CDSC) if an investor redeems its investment in the fund before
expiration of the 12b-1 plan period.
Distributors may receive lump-sum cash payments from third parties for the rights to future cash flows from distribution fees. How
does a distributor account for cash received from the third party?
Accounting guidance is provided in FSP No. EITF 85-24-1,
Application of EITF Issue No. 85-24, Distribution Fees by Distributors of Mutual Funds That Do Not Have a Front-End Sales
Charge, When Cash for the Right to Future Distribution Fees for
Shares Previously Sold Is Received from Third Parties.
The 12b-1 fee and CDSC are referred to collectively as Rights in
FSP No. EITF 85-24-1. The FASB staff states in FSP No. EITF
85-24-1 that revenue recognition is appropriate when cash is
16
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received from a third party for the Rights if the distributor has
neither continuing involvement with the Rights nor recourse.
The condition of “neither continuing involvement nor recourse”
is met when neither the distributor nor any member of the consolidated group that includes the distributor (1) retains any disproportionate risks or rewards in the cash flows of the Rights that
are sold; (2) guarantees or assures in any way the purchaser’s rate
of return or return on investment related to the Rights that are
sold; or (3) contractually restricts the ability of the consolidated
group or the mutual fund independent board to remove, replace,
or subcontract any of the service providers of the fund. Deferred
costs for the shares sold to which the Rights pertain should be expensed concurrent with the recognition of revenue consistent
with the consensus in EITF Issue No. 85-24, Distribution Fees by
Distributors of Mutual Funds That Do Not Have a Front-End Sales
Charge. FSP No. EITF 85-24-1 also requires certain disclosures.
FSP No. EITF 85-24-1 does not address accounting for the
Rights by a mutual fund. The FSP states mutual funds should
continue to follow the guidance in SOP 95-3, Accounting for
Certain Distribution Costs of Investment Companies.4
FSP No. EITF 85-24-1 is effective for reporting periods beginning after March 11, 2005. The guidance should not be analogized to other transactions.
FASB Staff Position on Reporting of Fully Benefit-Responsive
Investment Contracts by Certain Investment Companies
FSP Nos. AAG INV-1 and SOP 94-4-1, Reporting of Fully Benefit-Responsive Investment Contracts Held by Certain Investment
Companies Subject to the AICPA Investment Company Guide and
Defined-Contribution Health and Welfare and Pension Plans:
• Describes the limited circumstances in which the net assets
of an investment company shall reflect the contract value.
Contract value is the relevant measurement attribute for
that portion of the net assets of an investment company
4. Statement of Position (SOP) 95-3, Accounting for Certain Distribution Costs of
Investment Companies, is incorporated into the Audit and Accounting Guide Investment Companies.
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attributable to fully benefit-responsive investment contracts, provided that the investment company is established under a trust whereby the trust itself is adopted as
part of one or more qualified employer-sponsored definedcontribution plans.
• Provides a definition of a fully benefit-responsive investment contract. For purposes of FSP Nos. AAG INV-1 and
SOP 94-4-1, the term investment contract refers to (1) a traditional or separate account guaranteed investment contract (GIC) contract, (2) a bank investment contract (BIC)
contract, (3) a synthetic GIC contract composed of a
wrapper contract and the underlying wrapped portfolio of
individual investments, or (4) a contract with similar characteristics.
Paragraphs 8 through 11 of the FSP provide financial statement
presentation and disclosure guidance, including reporting in the
statement of assets and liabilities of:
• Separate line items for (1) investments (including traditional GIC contracts) and (2) wrapper contracts, with parenthetical reference that those amounts are reported at fair
value.
• Total assets, total liabilities, net assets reflecting all investments at fair value, and net assets. The net assets amount
represents the amount at which participants can transact
with the investment company and should be used for purposes of preparing per-share disclosures required by paragraphs 7.68 through 7.73 of the Audit and Accounting
Guide Investment Companies. The difference between net
assets reflecting all investments at fair value and net assets
should be presented as a single amount on the face of the
statement of assets and liabilities, calculated as the sum of
the amounts necessary to adjust the portion of net assets
attributable to each fully benefit-responsive investment
contract from fair value to contract value.
In Appendix A of the FSP, you will find an example illustrating
the presentation and disclosure guidance.
18
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Effective date and transition guidance is provided in paragraphs
12 and 13 of FSP Nos. AAG INV-1 and SOP 94-4-1. To be considered within the scope of the FSP as of the effective date (financial statements for annual periods ending after December 15,
2006) and thereafter, any portion of the investment company’s net
assets attributable to a particular plan investee that is not held in
trust for the benefit of participants in a qualified employer-sponsored defined-contribution plan is not permitted to increase after
January 15, 2006, except for reinvestment of income earned.

Audit Issues and Developments5
Auditing and Accounting for Investments

Significance to the Overall Audit
An investment company’s securities portfolio typically comprises
substantially all its net assets. Accordingly, the audit of an investment company’s investment accounts is a significant portion of
the overall audit because of the relative significance of those accounts and of the related income accounts.
Auditors may identify changes to the operations and procedures
for investment valuation. In particular, investment companies
may have implemented operational and procedural changes for
valuing investments in foreign securities following the focus in recent years by the SEC and by investors on market timing in funds
investing overseas. Further, in December 2003, the SEC adopted
policy and procedure requirements in Rule 38a-1 under the 1940
Act and in Rule 206(4)-7 under the Advisers Act. The adopting
release stated that Rule 38a-1 requires funds to adopt policies
and procedures that require fund monitoring for circumstances
that may necessitate using fair value prices, establish criteria for
determining when market quotations are no longer reliable for a
particular portfolio security, provide a methodology or methodologies by which the fund determines the current fair value of
the portfolio security, and regularly review the appropriateness
5. Refer to the full text of the auditing standards and other guidance discussed in this
section of the Alert and be alert for updates, amendments, or other changes.
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and accuracy of the valuation method used and make necessary
adjustments.
In the tables that follow, you will find brief summaries of selected
auditing and accounting guidance that you should consider when
auditing investment accounts.
Guidance for Auditing Investments
Paragraphs 2.99 through 2.181
of the Audit and Accounting
Guide Investment Companies
(as of May 1, 2004)

Guidance on auditing procedures for investment
accounts. Among the matters discussed are the
principal objectives in auditing the investment
accounts, consideration of internal control, and
examination of transactions and detail records,
including portfolio transactions with affiliates
and the valuation of investments.
The auditing procedures in paragraph 2.142
note that the auditor should review such relevant
investment company documents as the latest
prospectus, statement of additional information,
certificate of incorporation, bylaws, and minutes
of the board of directors’ and shareholders’
meetings to gain an understanding of the
investment company’s investment objectives
and restrictions, and consider whether
management has a program to prevent, deter, or
detect noncompliance with the investment
company’s investment restrictions. The auditor
should also consider whether the program has
identified noncompliance with the stated
investment restrictions and test the operation of
the program to the extent considered necessary.
An investment company’s failure to comply
with its stated investment restrictions may be
considered a possible illegal act that may have
an indirect effect on the financial statements of
the fund.
See paragraphs 2.128 and 2.142 regarding the
SEC requirement in Rule 38a-1 for appointment
of a chief compliance officer responsible for
administering and for reviewing annually an
investment company’s policies and procedures
designed to prevent violation of federal securities
laws. Chief compliance officers are required in
2006 to provide the first reports on the operation
of the policies and procedures to fund boards
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AU Section 336, Using the
Work of a Specialist (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules)
AU Section 317, Illegal Acts by
Clients (AICPA, Professional
Standards, vol. 1; and for audits
conducted in accordance with
PCAOB standards: AICPA,
PCAOB Standards and Related
Rules)

AU Section 332, Auditing
Derivative Instruments, Hedging
Activities, and Investments in
Securities (AICPA, Professional
Standards, vol. 1; and for audits
conducted in accordance with
PCAOB standards: AICPA,
PCAOB Standards and Related
Rules); AICPA Auditing
Interpretation No. 1 of
AU section 332; and the
companion Audit Guide
Auditing Derivative
Instruments, Hedging
Activities, and Investments
in Securities

(within 60 calendar days of completion of the
annual review).
Auditors should also consider the need for using
the work of a specialist for auditing valuations
of complex financial instruments or restricted
securities. AU section 336 provides guidance for
auditors using the work of a specialist.

Should an auditor become aware of the possibility
of an illegal act, the procedures in AU Section
317 should be applied. Auditors may also be
required, under certain circumstances, pursuant
to the Private Securities Litigation Reform Act
of 1995 [codified in Section 10A(b)1 of the
Securities Exchange Act of 1934 (the 1934
Act)], to make a report to the SEC relating to
an illegal act that has a material effect on the
financial statements.
Guidance for auditing investments in debt and
equity securities, investments accounted for
under APB Opinion No. 18, The Equity Method
of Accounting for Investments in Common Stock,
and derivative instruments and hedging activities
is provided in AU section 332 and the
companion Audit Guide.
Auditing Interpretation No. 1 of AU section 332
(AICPA, Professional Standards, vol. 1, AU sec.
9332.01–.04), provides guidance for auditors of
nonissuers regarding the adequacy of audit
evidence, with respect to the existence and
valuation assertions in AU section 332, in
confirmations received from third parties where
a readily determinable fair value does not exist,
and the auditor determines auditing procedures
should include verifying the existence and testing
the measurement of the investments. For
example, an entity may have an investment in a
hedge fund that is reported at fair value, but for
which a readily determinable fair value does not
exist. Further, the hedge fund may own interests
in investments in limited partnership interests
or other private equity securities for which a
readily determinable fair value does not exist. As
part of the auditor’s procedures in accordance
with AU section 332, an auditor typically
would satisfy the existence assertion through
(continued)
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AU Section 328, Auditing Fair
Value Measurements and
Disclosures (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules)
AU Section 329, Analytical
Procedures (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules)
AICPA Auditing Interpretation
No. 16 of AU section 508,
Effect on Auditor’s Report of
Omission of Schedule of
Investments by Investment
Partnerships That Are Exempt
From Securities and Exchange
Commission Registration Under
the Investment Company Act
of 1940

either confirmation with the hedge fund,
examination of legal documents, or other means.
In confirming existence, the auditor may request
the hedge fund to indicate or confirm the fair
value of the entity’s investment in the hedge
fund, including the fair value of investments
held by the hedge fund. In some circumstances,
the hedge fund will not provide detailed
information about the basis and method for
measuring the entity’s investment in the hedge
fund, nor will they provide information about
specific investments held by the hedge fund. The
Auditing Interpretation illustrates examples of
information auditors may receive in a third
party confirmation (in the aggregate or on a
security-by-security basis), and provides
interpretative guidance for auditors about the
adequacy of audit evidence provided in those
examples.
Expanded guidance on the audit procedures for
fair value measurements and disclosures. Under
AU section 328, the auditor’s substantive tests
of fair value measurements involve (1) testing
management’s significant assumptions, the
valuation model, and the underlying data;
(2) developing independent fair value estimates
for corroborative purposes; or (3) reviewing
subsequent events and transactions.
In planning the audit, the auditor also should
perform analytical procedures with the objective
of identifying unusual or unexpected
relationships.

If financial statements of an investment
partnership that is exempt from SEC
registration do not include the required
Schedule of Investments disclosures and it is
practicable for the auditor to determine them or
any portion thereof, the auditor should include
the information in his or her report expressing
the qualified or adverse opinion.
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Accounting for Investments
Paragraphs 2.19 through 2.98
and paragraph 2.177 in the
Audit and Accounting Guide
Investment Companies
(as of May 1, 2004)

Paragraph 1.32 in the Guide

Paragraphs 7.11 through 7.15
in the Guide
SEC Codification of Financial
Reporting Policies
Section 404.02, Accounting
for Interest Collected on
Defaulted Bonds
Section 404.03, Accounting,
Valuation, and Disclosure of
Investment Securities
Section 404.04,
Restricted Securities
Section 404.05,
Money Market Funds
Regulation S-X, Article 6
and Article 12

Accounting guidance including methods of
valuing investments, defaulted debt securities,
and expenditures in support of defaulted debt
securities, lending of portfolio securities, and
accounting for foreign investments.
As discussed in paragraph 2.177, for items
valued using a valuation model, the auditor
should determine whether the investment
company client has made appropriate disclosures
about the method(s) and significant assumptions
used to estimate the fair values of such
investments.
The fair value of an investment is the amount at
which the investment could be exchanged in a
current transaction between willing parties,
other than in a forced or liquidation sale. The
best evidence of fair value is the quoted market
price in an active market. In the absence of a
quoted market price, amounts representing
estimates of fair values using methods applied
consistently and determined in good faith by
the board of directors should be used.
Guidance for reporting the Schedule of
Investments.
See Sections 404.03 and 404.04 for guidance
on accounting, valuation, and disclosure of
investment securities and on restricted securities,
including the factors to be considered in, and
the responsibilities for and methods used for,
the valuation of securities for which market
quotations are not readily available.

Rules 6.03, 6.04, 6.05, 12-12, 12-12A, 12-12B,
12-12C, 12-13, and 12-14 apply to registered
investment companies. Small Business
Investment Companies (SBICs) are covered in
Article 5. Part 107 of the Small Business
Administration (SBA) rules and regulations
includes guidance on proper techniques and
standards for valuing portfolios for purposes of
regulatory reporting to the SBA.
(continued)
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SEC Division of Investment
The 1999 Letter clarified that market quotations
Management staff interpretive
for portfolio securities are not readily available
letters:6
when the exchanges or markets on which those
– Letter from Douglas Scheidt, securities trade do not open for an entire day,
– associate director and chief
and that funds accordingly must price those
– counsel, SEC Division of
securities based on a determination of fair value;
– Investment Management, to
provided additional guidance regarding the
– Craig S. Tyle, Investment
process of fair value pricing; described certain
– Company Institute,
factors that funds should consider when pricing
– December 8, 1999
portfolio securities at fair value; and discussed
– (1999 Letter).
the obligations of fund boards of directors for
– Letter from Douglas Scheidt, pricing portfolio securities at fair value and
– associate director and chief
measures that boards may take when
– counsel, SEC Division of
discharging those responsibilities. The 1999
– Investment Management,
Letter reaffirmed that SEC Accounting Series
– to Craig S. Tyle, Investment
Releases No. 113 and 118 continue to represent
– Company Institute,
the views of the SEC on securities valuation.
– April 30, 2001 (2001 Letter). The 2001 Letter stated the SEC staff ’s views on
the obligations of funds and their directors
under the 1940 Act to determine in good faith
the fair value of the funds’ portfolio securities
when market quotations are not readily available,
as well as other topics, such as the valuation of
securities traded on foreign exchanges and the
inappropriate use of fair value pricing for
securities for which market quotations are
readily available.
SEC Release No. IC-26418,
Requires investment companies offering their
Disclosure Regarding Market
shares on Forms N-1A and N-3 to provide a
Timing and Selective Disclosure
brief explanation in their prospectuses of the
of Portfolio Holdings
circumstances under which they will use fair
value prices and the effects of using fair value
pricing.

Audit and Accounting Guide Investment Companies

The Audit and Accounting Guide Investment Companies is updated periodically with conforming changes to reflect the issuance
of new authoritative pronouncements and regulatory developments, including the release of final and proposed SEC rules. The
most recent update of the Guide was prepared to reflect conforming changes as of May 1, 2004. Certain conforming changes made
to the 2004 edition of the Guide are discussed below.
6. You can obtain these documents on the SEC Web site at www.sec.gov.
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A number of the illustrative reports in Chapter 11, “Independent
Auditor’s Reports and Client Representations” were modified to
reflect the issuance of authoritative pronouncements and interpretive guidance from the PCAOB and the AICPA, and to reflect
regulatory developments. Two new illustrative report examples
were added to the chapter:
1. “Auditors’ Report on Financial Statements of a Registered
Investment Company—Stand-Alone Fund—Presenting a
Condensed Schedule of Investments and Referring to the
Supplemental Detailed Schedule of Investments Included
in the Form N-CSR Filing”
2. “Registered Investment Company—Stand-Alone Fund—
Separate Opinion on the Supplemental Detailed Schedule
of Investments Included in the Form N-CSR Filing”
Chapter 7, “Financial Statements of Investment Companies,” has
been updated to reflect the guidance in SOP 03-4, Reporting
Financial Highlights and Schedule of Investments by Nonregistered
Investment Partnerships: An Amendment to the Audit and Accounting
Guide Audits of Investment Companies and AICPA Statement of
Position 95-2, Financial Reporting by Nonpublic Investment Partnerships. Chapter 10, “Variable Contracts—Insurance Companies” has been updated to reflect the guidance in SOP 03-5,
Financial Highlights of Separate Accounts: An Amendment to the
Audit and Accounting Guide Audits of Investment Companies.
Also, new footnote 1 was added to Chapter 7 to note that although
SEC amendments adopted in 2004 (see SEC Release No. IC26372) allow a money market fund to exclude its portfolio of
investments from its shareholder reports, provided that this information is filed with the SEC on Form N-CSR semiannually and
provided free of charge to shareholders upon request, the GAAP
requirement in the Guide that a money market fund present, at a
minimum, a condensed schedule of investments for each statement
of assets and liabilities was not modified.
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Revised Illustrative Report on Internal Control

The AICPA Investment Companies Expert Panel has developed
for immediate use a revised illustration to replace the “Report on
Internal Control Required by The SEC Under Form N-SAR”
found in paragraph 11.17 of the Audit and Accounting Guide
Investment Companies. The revised illustrative report incorporates
the definitional change to “material weakness” as described in
PCAOB Auditing Standard No. 2, An Audit of Internal Control
Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements. For the revised illustrative report, visit the AICPA
Web site at www.aicpa.org/members/div/acctstd/expertpanel_
investco.asp.
Investment Strategies Achieved by Funds Investing in Other Funds

A recent development in the investment companies industry is
the increase in the number of registered funds that invest in another fund as regulations evolve to permit such investment activity. Funds might achieve their investment strategy by investing
most of their investable assets in another fund or other funds,
commonly referred to as a fund of funds structure. Fund of funds
structures may provide for consolidation and greater efficiency in
investment of a certain asset class.
Accounting and auditing guidance for funds of funds is found in
Chapter 5, “Complex Capital Structures” in the Audit and Accounting Guide Investment Companies. Auditors should consider
whether recent industry developments regarding the use of fund of
funds may indicate the existence of auditing issues in addition to
those addressed in that guidance. Some examples of additional
audit issues to consider are:
• To the extent an investor fund invests in a number of nonaffiliated investment companies, what audit procedures
should the auditor perform on investee fund financial information included in the investor fund financial statements?
• What procedures should an auditor of a fund of registered
funds perform in auditing the valuation of the underlying
funds that are managed by an affiliated entity, especially if
26
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the year-ends differ or the affiliated funds are audited by
another firm?
– How are audit procedures for auditors of nonissuers affected by the recently issued Auditing Interpretation,
Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities, of AU Section 332?
– Can the audited financial statements of the investee funds
be utilized as audit evidence to the extent the fiscal years
of the investee funds and the investor fund correspond?
• Are there concerns for a principal auditor if most of the assets
of the investor fund are invested in investee funds that are
audited by other audit firms?
• For a registered fund of funds in which the investee fund
shares are held by a transfer agent, should the wording of the
audit opinion that refers to the confirmation process be modified? What are the audit considerations if the transfer agent
and the investee funds are affiliated with the investor fund?
See the discussions “CFTC Staff ‘Dear CPO’ Letter” and “SEC
Proposed Rules” in this Alert for more information about recent
developments for fund of funds.
Performance Standards

The CFA Institute (formerly known as the Association of Investment Management and Research (AIMR®)) developed the AIMR
Performance Presentation Standards (AIMR-PPS® standards) and
the Global Investment Performance Standards (GIPS® standards)7
(collectively, “the performance standards”). As of January 1, 2006,
the AIMR-PPS standards converged with the GIPS standards.
For more information, visit the CFA Institute Web site at www.
cfainstitute.org.

7. The phrase “Association for Investment Management and Research Performance
Presentation Standards” is abbreviated in this Alert as the AIMR-PPS standards. The
phrase “Global Investment Performance Standards” is abbreviated in this Alert as
the GIPS standards. For information on the appropriate use of the AIMR-PPS and/or
GIPS registered trademark, see the CFA Institute Web site www.cfainstitute.org.

27

New-inv.qxd

3/14/06

4:46 PM

Page 28

The ASB’s Investment Performance Statistics Task Force is revising SOP 01-4, Reporting Pursuant to the Association for Investment
Management and Research Performance Presentation Standards, in
light of the recent convergence of the AIMR-PPS with the GIPS
standards. Visit the AICPA Web site at www.aicpa.org/members/
div/auditstd/asb_project_timetable.htm for a project timetable
for that project and other ASB current projects.

Regulatory Developments
AU section 311, Planning and Supervision (AICPA, Professional
Standards, vol. 1; and for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards and Related Rules),
states that in planning the audit, the auditor should consider
matters affecting the industry in which the entity operates as they
relate to the audit, including, among other matters, government
regulations. For investment companies, this would generally include an understanding of the Investment Company Act of 1940
(the 1940 Act) and the Advisers Act, among other SEC regulations. In this section of the Alert, we briefly summarize SEC final
rules issued and selected other SEC developments since the writing of last year’s Alert that have particular interest for auditors
and their clients in the investment companies industry.
Investment partnerships that are commodity pools subject to the
regulation of the Commodity Exchange Act of 1974 should comply with the financial reporting requirements of Part 4 of the
Commodity Futures Trading Commission (CFTC) Regulations.8
A CFTC staff letter of particular interest to commodity pool operators (CPOs) and their auditors is discussed below.
You should be alert for updates, amendments, or other changes to
the rules discussed in this Alert and for other developments related to regulatory activities. Also consider the activities of other
regulatory bodies that may relate to your audits. See the “Information Sources” table at the end of this Alert for a list of some
8. Rule 4.13 and Rule 4.5 under the Commodity Exchange Act of 1974 provide for
exemptions from registration under the Commodity Exchange Act of 1974.
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Web sites that can provide additional information on regulatory
developments.
The brief summaries provided in this section of the Alert are for
informational purposes only. Refer to the full text of the regulations and other documents that are discussed.
SEC Regulations and Developments

The complete text of SEC final rules discussed in this section of
the Alert, rules adopted subsequent to the writing of this Alert,
and other SEC information, can be obtained from the SEC Web
site at www.sec.gov.
Final Rules
• XBRL Voluntary Financial Reporting Program on the EDGAR
System (Releases No. IC-26747, No. 33-8529, and No. 3451129). The SEC added new Rules 401 and 402 to Regulation S-T and adopted rule amendments enabling voluntary
submission by registrants of supplemental tagged financial
information using the XBRL format as exhibits to Electronic
Data Gathering, Analysis, and Retrieval System (EDGAR)
filings under the 1934 Act and 1940 Act. XBRL-Related
documents are submitted under a voluntary program to
test and evaluate tagging technology and do not replace the
official EDGAR filing of the financial information in the
required HTML or ASCII format. XBRL-Related documents
must comply with Rule 401 content and format requirements. Rule 401 also requires that the filing with which
XBRL-Related documents are submitted describe the XBRLRelated documents as “unaudited” or “unreviewed” and disclose cautionary language for investors about the purpose
of XBRL data. New Rule 402 provides voluntary filers of
XBRL documents with certain relief from liability. Effective date: March 16, 2005.
Help Desk—The PCAOB has released Staff Question and
Answers: Attest Engagements Regarding XBRL Financial Information Furnished Under the XBRL Voluntary Financial Reporting
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Program on the Edgar System. You can obtain these questions
and answers on the PCAOB Web site at www.pcaobus.org.

• Adjustments to Civil Monetary Penalty Amounts (Releases
No. IC-26748, No. IA-2348, No. 33-8530, and No. 3451136). The SEC adopted a final rule adjusting for inflation the maximum amount of civil monetary penalties
under statutes administered by the SEC and certain penalties under the Sarbanes-Oxley Act of 2002. Effective date:
February 14, 2005.
• Mutual Fund Redemption Fees (Release No. IC-26782).
New Rule 22c-2 under the 1940 Act permits fund directors (including a majority of independent directors), to approve a redemption fee of up to two percent of the value of
shares redeemed on shares redeemed within seven or more
calendar days after the shares were purchased. The fund
would retain the fee. Funds are further required to enter
into written agreements with their financial intermediaries
requiring the intermediaries to provide funds with access
to information about certain shareholder identity and
transaction information, regardless of whether the fund
imposes a redemption fee. Each fund determines when it
should receive that information. The agreements must also
require that intermediaries execute fund instructions restricting or prohibiting purchases or exchanges by shareholders identified by a fund as having engaged in trading
that violates the fund’s market timing policies.9 SEC staff
no-action positions concerning redemption fees are terminated as a result of adoption of Rule 22c-2. The SEC also
released a request for additional comment to obtain further views on whether the SEC should adopt uniform
standards for redemption fees charged under Rule 22c-2.
9. The requirements of Rule 22c-2 do not apply to (1) money market funds; (2) funds
that issue securities that are listed on a national securities exchange; and (3) funds
that affirmatively permit short-term trading and prominently disclose in the
prospectus that short-term trading of fund shares is permitted and may result in additional costs to the fund, unless those funds elect to impose a redemption fee. See
Rule 22c-2(b).
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Effective date: May 23, 2005. Compliance date: October
16, 2006.10
• Amendment to Rule 4-01(a) of Regulation S-X Regarding the
Compliance Date for Statement of Financial Accounting
Standards No. 123 (Revised 2004), Share-Based Payment
(Releases No. IC-26833, No. 33-8568, and No. 34-51558).
The SEC amended the compliance dates for implementing
FASB Statement No. 123(R). The amendments to Regulation S-X allow registrants to implement FASB Statement
No. 123(R) at the beginning of the fiscal year. Effective
date: April 21, 2005.
• Rulemaking for EDGAR System (Releases No. IC-26990,
No. 33-8590, and No. 34-52052). The SEC adopted a final
rule that requires certain open-end management investment companies and insurance company separate accounts
to obtain identifiers for their series and classes (or contracts
for separate accounts) and to keep that information current. Specified EDGAR submissions are required to electronically identify for which series and classes (or contracts)
the filing is made. Identifying information for series and
classes (or contracts) was previously provided in the text of
filings. The final rule also requires electronic submission of
fidelity bonds under Section 17(g) and sales literature
under Section 24(b) of the 1940 Act. Effective date: See
the Release for effective date information.
• Securities Offering Reform (Releases No. IC-26993, No. 338591, and No. 34-52056). The SEC revised registration
and other procedures in the offering and capital formation
processes; communications related to registered securities
offerings; and the delivery of information to investors. New
rules were adopted and existing rules and forms were
amended or eliminated under the Securities Act of 1933 (the
1933 Act), the 1934 Act, and the 1940 Act. A number of
the rules or amendments (as examples, new communications
10. The SEC proposed rule Mandatory Redemption Fees for Redeemable Fund Securities
(Release No. IC-26375A) would have required imposition of a mandatory redemption fee.
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Rules 168 and 169 under the 1933 Act providing for the
use of two new safe harbors for factual business and forwardlooking information; Rule 163A under the 1933 Act providing for exemption from section 5(c) of the 1933 Act for
certain communications made by or on behalf of issuers
more than 30 days before a registration statement is filed;
and new Rule 172 for delivery of prospectuses) are noted
as not applicable to investment companies registered under
the 1940 Act and to business development companies. The
Release notes a new category of issuer—a “well-known seasoned issuer”—will be permitted to benefit to the greatest
degree from the modifications; however, registered investment companies and business development companies are
explicitly excluded from the definition of well-known seasoned issuer. Effective date: December 1, 2005.
• Ownership Reports and Trading by Officers, Directors and
Principal Security Holders (Releases No. IC-27025, No. 338600, and No. 34-52202). The SEC adopted rule amendments that clarify the exemptive scope of Rules 16b-3 and
16b-7 under the 1934 Act. Transactions that satisfy the exemptive conditions in those rules are not subject to Section
16(b) short-swing profit recovery. Also, item 405, which
requires disclosure of Section 16 reporting delinquencies
in Form N-SAR, was amended to delete the three-day calendar timeliness presumption. Effective date: See the Release for effective date and availability date information.
• Certain Broker-Dealers Deemed Not To Be Investment Advisers.
The SEC adopted temporary and final rules under the
Advisers Act to address application of the Advisers Act to
broker-dealers.
– In January, the SEC released a reproposal of 1999 proposed Rule 202(a)(11)-1 under the Advisers Act (Release No. IA-2340). The SEC concurrently adopted
temporary Rule 202(a)(11)T (Releases No. IA-2339
and 34-50979), effective from January 6, 2005, through
April 15, 2005. Broker-dealers had relied on an SEC
staff no-action position announced in 1999 to offer fee32
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based and discount brokerage programs without triggering regulation under the Advisers Act. Temporary
Rule 202(a)(11)T allowed broker-dealers satisfying certain conditions to temporarily continue to maintain such
programs without triggering Advisers Act regulation.
– In April, the SEC adopted new Rule 202(a)(11)-1
under the Advisers Act (Releases No. IA-2376 and No.
34-51523). A broker-dealer providing advice solely incidental to its brokerage services is excepted from the
Advisers Act if the broker-dealer charges an asset-based
or fixed fee and makes certain disclosures. Broker-dealers
are not subject to the Advisers Act solely because they
offer full-service brokerage and discount brokerage services for reduced commission rates. Exercising investment discretion is not “solely incidental to” the business
of a broker-dealer within the meaning of the Advisers
Act or to brokerage services within the meaning of Rule
202(a)(11). Effective date for Rule 202(a)(11)-1 is April
15, 2005, except Rule 202(a)(11)-1(a)(1)(ii) is effective
May 23, 2005. In September 2005, the SEC extended
the compliance date for Rules 202(a)(11)-1(b)(2) and
(b)(3) to January 31, 2006.
In addition to these final rules, the SEC adopted final rules in
2005 to revise the EDGAR filer manual, including revisions to
support the voluntary submission of XBRL documents.
Also, as a reminder, the SEC adopted a new rule and rule amendments in 2004 under the Advisers Act requiring advisers to certain private investment pools (hedge funds) to register with the
SEC. (See Release No. IA-2333. Also, see the SEC no-action letter
to ABA Subcommittee on Private Investment Entities (December
8, 2005), available on the SEC Web site at www.sec.gov/divisions/
investment/noaction/aba120805.htm.) Advisers that are required
to register under the new rule and rule amendments must do so
by February 1, 2006, unless they meet the requirements for exemption as a small adviser by not exceeding the limit of fourteen
clients. Hedge funds may be extending lock-up periods so that an
investor in a hedge fund is prohibited from redeeming interests
33
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within two years after purchase and therefore would not be counted
as a client of the adviser.
Report of Management on Internal Control Over
Financial Reporting
As discussed in last year’s Alert, Section 405 of the Sarbanes
Oxley Act of 2002 generally exempts registered investment companies from the provisions of Section 404 that require a report of
management on internal control over financial reporting. Business development companies, however, do not fall within the requirements of Section 405 and are required to include a report of
management on the company’s internal control over financial reporting.11 The SEC issued final rules in 2005 amending compliance dates for rules and forms implementing Section 404. See the
SEC web site at www.sec.gov/rules/final/33-8545.htm and at
www.sec.gov/rules/final/33-8618.pdf to obtain the final rules.
Investment Company Governance
In 2004, the SEC amended the ten Exemptive Rules under the
1940 Act (see Release No. IC-26520) to require that investment
companies relying on those Exemptive Rules satisfy certain governance standards. The amendments require that funds relying on
the Exemptive Rules have boards of directors with (1) no less
than 75 percent independent directors and (2) an independent
chair. The compliance date is January 16, 2006. Some SEC developments in 2005 as of the writing of this Alert that followed
the release of the amendments are discussed below.
In April 2005, the SEC staff issued a report “Exemptive Rule
Amendments of 2004: The Independent Chair Condition” as required by Section 2, Division B, Title V of the Consolidated Appropriations Act, 2005. That Act required the SEC to submit a report
to the Committee on Appropriations of the U.S. Senate that:

11. See the highlights of the June 16, 2004, meeting of the AICPA Investment Companies
Expert Panel, available on the AICPA Web site at www.aicpa.org/download/acctstd/
2004_0616_IEPHilites_investco.pdf.
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• Provides a justification for the final rules adopted in 2004
requiring that fund boards of directors have an independent chair.
• Analyzes whether mutual funds chaired by independent
directors perform better, have lower expenses, or have better compliance records than funds chaired by interested directors.
You can obtain a copy of the report on the SEC Web site at www.
sec.gov.
The Chamber of Commerce of the United States of America
challenged the two requirements in the SEC rulemaking for investment company governance. In response to a remand order by
the United States Court of Appeals for the District of Columbia
Circuit in Chamber of Commerce of the United States of America v.
Securities and Exchange Commission, the SEC considered further
two deficiencies in the rulemaking that the Court identified:
• Inadequate consideration to costs associated with the 75percent independent board and independent chairman
conditions
• Inadequate consideration to an alternative discussed by
dissenting SEC commissioners
On June 29, 2005, by a 3-2 vote, the SEC readopted the two corporate governance requirements. See Release No. IC-26985 for
the SEC response to the remand and for further information
about the reconsideration of the amendments. The Chamber of
Commerce of the United States of America responded with another request to stay implementation of the requirements, which
was granted by the U.S. Court of Appeals for the District of Columbia Circuit in August 2005. A final ruling on the requirements has not been made as of the writing of this Alert.
You should be alert for updates or other changes related to the
corporate governance rulemaking discussed in this section of the
Alert.
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SEC Order—Regulatory Relief to Hurricane Katrina Victims
On September 15, 2005, the SEC issued an order conditionally
granting to companies located in areas affected by Hurricane Katrina exemption from certain 1934 Act and 1940 Act regulatory
requirements. Included in the order was conditional exemption
from Regulation S-X auditor independence requirements as they
relate to auditors performing bookkeeping services or other services related to accounting records of audit clients. See Releases
No. 34-52444 and No. IC-27067.
Frequently Asked Questions About the Amended
Custody Rule
The Division of Investment Management staff responses to questions about amended Rule 206(4)-2 under the Advisers Act has
been updated as of January 10, 2005. The updated staff responses
can be obtained on the SEC Web site at www.sec.gov/divisions/
investment/custody_faq.htm.
Anti-Money Laundering Programs
You can obtain information about anti-money laundering rulemaking on the SEC Web site at www.sec.gov. Also, visit the Financial Crimes Enforcement Network (FinCEN) Web site at
www.fincen.gov for information about Bank Secrecy Act (BSA)
regulations.
Self-Regulatory Organization Rulemaking
You can refer to the SEC Web site at www.sec.gov to obtain information about self-regulatory organization (SRO) rules approved
by the SEC.
SEC Staff Reviews of Financial Statements
Disclaimer: Below is a summary of financial statement review
comments issued by the SEC Staff (the “Staff ”) to investment
company registrants. These comments were compiled by the
AICPA Investment Companies Expert Panel and have not been
approved or endorsed by the SEC or its Staff.
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The Sarbanes-Oxley Act of 2002 mandates that the Staff review
the financial statements of public companies at least once every
three years. In June 2004, the Staff announced that comment letters and registrants’ responses to Staff comments relating to disclosure filings made with the SEC on or after August 1, 2004,
that were selected for review will become publicly available.12
Auditors should inquire with their registered investment company (“Fund”) clients as to whether the Fund’s financial statements have been subject to the Staff ’s review during the year and,
if so, obtain an understanding of the substance of the Staff ’s comments as well as management’s responses to those comments.
Additionally, the Staff has given public speeches summarizing financial statement comments issued to Funds during the past
year. Described below are frequently issued Staff comments given
to Funds, and is not intended to be an all-inclusive list. Auditors
should determine whether their Fund clients have an established
system in place, such as checklists or memoranda to ensure that
adequate disclosures are made in accordance with Regulation SX, instructions to SEC filing documents, and the AICPA Audit
and Accounting Guide Investment Companies:
• Dividends on short sales and interest on borrowings. Disclosures have been made in the Statement of Operations classifying dividends on short sales and interest on borrowings
as negative income components, thereby excluding these
amounts from expenses. Several Funds have also excluded
these amounts from the expense ratio included in Financial
Highlights, while others have included, in a footnote to the
Financial Highlights, the impact of such amounts on the
expense ratio. These amounts should be presented as expenses in the Statement of Operations and included in the
expense ratio contained in the Financial Highlights table.
These expenses also should be included in the expense calculations reflected in the expense table included in the
shareholder report.
12. See the announcement on the SEC Web site at www.sec.gov/news/press/200489.htm.
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• Performance fees. Performance fees are advisory fees that are
calculated and paid based on the Fund’s performance relative to a predetermined benchmark. Performance fee
arrangements are generally considered related party transactions and, therefore, Regulation S-X and GAAP require
detailed disclosure in the notes to the financial statements
describing the terms of these arrangements. These disclosures should include, but are not limited to, a description of
the benchmark, the length of the performance measurement
period (for example, 12 months, 24 months, 36 months,
etc.), as well as a brief explanation of the Fund’s performance
relative to its benchmark as of the reporting date. In cases
where the Fund has a multi-class structure, identify which
class is being used to compute fund performance, or include details of the composite used, if applicable. Other
items for disclosure include the range of performance fees in
basis points and the timing of cash payments to the adviser
(for example, monthly, quarterly, annually, etc.), as well as
a discussion of the null zone (range of fund performance
for which no performance fee adjustment is payable). Special considerations should be given regarding the accounting
treatment of advisory fees when transitioning to or from a
performance-based advisory fee.
• Dividends and distributions in interim financial statements.
If Funds anticipate that a portion of their dividends or distributions will be from capital, GAAP requires disclosure
in the Fund’s interim financial statements. Funds should
provide a reasonable estimate of the tax characteristics of
dividends and distributions in their interim financial statements.
• Expenses. It was noted that some Funds are not reporting
advisory fees on the Statement of Operations gross of any
waivers or reimbursements. Expense offset arrangements
also require a gross up presentation in the Statement of
Operations. The Fund’s primary expense ratio included in
the Financial Highlights should exclude the impact of expense offset arrangements. Many of the expense waivers
38
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and/or reimbursements are related party transactions, and
Funds should disclose in the notes to the financial statements the terms of any agreement by a service provider to
waive fees or subsidize expenses in sufficient detail. Funds
should indicate whether the amounts waived or reimbursed are voluntary or contractual and the period of expiration, as well as if any of the waived fees or subsidized
expenses may be recaptured by the service provider.
• Affiliates. Investment in affiliated entities and amounts due
from or to affiliated entities should be presented as separate line items in the Statement of Assets and Liabilities.
Such amounts should not be netted unless an arrangement
has been made to provide for the right of offset. The materiality of the amounts should not be a consideration in disclosing related party amounts. Income earned on affiliated
investments should be presented as a separate line item in
the Statement of Operations. Funds also should specifically identify investments in affiliates in the Schedule of
Investments.
• Schedule of Investments. Investments should be presented in
the Schedule of Investments by security type and industry
(as applicable). For fixed-income Funds in particular, interest rates and maturity date information should be included. Paragraph 37 of SOP 93-1, Financial Accounting
and Reporting for High-Yield Debt Securities by Investment
Companies, states that an investment company’s portfolio
should indicate all high-yield and restricted debt securities
whose values have been estimated by its directors. The
Staff also recommends as a best practice some indication of
the amount of all Fund assets that were fair valued as of the
reporting date.
• Securities lending. Funds should include in the Schedule of
Investments cash collateral received as part of a securities
lending program if the Fund has control of the collateral
and has invested it in an investment normally reported
within the Schedule of Investments. For example, if the
39
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Fund invests the cash collateral in short-term securities,
then those securities should be presented in the Schedule
of Investments. The Fund is also required to identify securities on loan as of the reporting date in the Schedule of Investments.
• Valuation policy in the notes to financial statements. Comments have been given by the Staff on the sufficiency of the
valuation policy footnote in many investment company
shareholder reports. Foreign currency valuations and the
effects of a “significant event” have not always been described in a sufficient level of detail. With regards to fair
valuation in general, Funds should ensure their disclosures
include significant factors the Fund’s board of directors
considers when determining the fair value of investments.
• Organization Costs in Seed Financial Statements. The initial
filing of Form N-2 for a closed-end Fund that is not a series of a larger trust generally requires an audited “seedcapital” Statement of Assets and Liabilities with accompanying notes and in certain cases, an audited Statement of
Operations. To the extent a closed-end Fund incurs organization costs that are not paid for and assumed by the
fund sponsor or another party, the Fund must present a
Statement of Operations for the period from the organization date through the end of the reporting period. Such
Statement of Operations should recognize all organization
costs and any other applicable line items incurred by the
Fund.13 Under certain arrangements, the sponsor or another party agrees to pay for and assume only those organization and offering costs incurred by the Fund which
exceed a specified ceiling expressed as a per share amount.
For example, an arrangement might state that the adviser
will reimburse the Fund for organization expenses and offering costs in excess of $0.03 per share. Although the actual
13. See letter from Kenneth V. Domingues, Chief Accountant, Division of Investment
Management, SEC, to Chief Financial Officer (December 30, 1998) discussing
“Organization Costs For Open-end Investment Companies.”
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amount of the organization costs that will be borne by the
Fund will not be known until the initial offering has been
completed, SOP 98-5, Reporting on the Costs of Start-Up
Activities, requires organization expenses to be expensed as
incurred. As a result, the sponsor can either contribute additional capital to ensure the net assets do not fall below
$100,000 after the Fund records the organization expenses
or the sponsor can waive the organization expenses and reimburse the Fund at a future date.
Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Developments—2005/06 (product no. 022496kk) for
a thorough discussion of recent SEC developments including
an update on new SEC final rules and other issuances. See the
“On the Horizon” section of this Alert for information about
selected proposed SEC rules that may be especially relevant to
the investment companies industry.

Commodity Futures Trading Commission Developments

You can find the CFTC annual letter to CPOs, the complete text
of recent CFTC final and proposed rules, and information about
recent CFTC developments on the CFTC Web site at www.
cftc.gov. You can obtain the Division of Clearing and Intermediary Oversight (DCIO) September 22, 2005, advisory for registrants unable to comply with regulatory requirements due to
Hurricane Katrina damage and related events, at www.cftc.gov/tm/
tmadvisorykatrina9-22-05.htm.
CFTC Staff “Dear CPO” Letter
On January 24, 2005, CFTC staff issued an annual letter to
CPOs outlining key reporting issues and common reporting deficiencies found in annual financial reports for commodity pools.
Major concerns addressed in the letter include:
• Applicability of GAAP to commodity pools’ annual financial statements
• Non-U.S. GAAP reporting

41

New-inv.qxd

3/14/06

6:21 PM

Page 42

• Reporting of investments in futures contracts in the condensed schedule of investments14
• Fund of funds disclosures15
• Master-feeder structures
• New pools-initial annual reports
• Final annual reports
• Pool annual financial reports and registration of CPOs
• Common deficiencies observed in prior year’s annual reports
Help Desk—See the AICPA Audit Risk Alert Securities Industry Developments—2005/06 (product no. 022386kk) for
more information about CFTC regulations and the CFTC
staff “Dear CPO” letter, and for a discussion about the commodities industry.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all of the accounting
and auditing projects in progress. The AICPA general Audit Risk
Alert—2005/06 (product no. 022336kk) presents brief information about selected projects that may have a broad interest and
14. AICPA pronouncements issued in recent years provide guidance for reporting by investment partnerships that are commodity pools subject to the regulation of the
Commodity Exchange Act of 1974. These partnerships are included in the scope of
SOP 95-2, Financial Reporting by Nonpublic Investment Partnerships, following the
issuance of SOP 01-1, Amendment to Scope of Statement of Position 95-2, Financial
Reporting by Nonpublic Investment Partnerships, to Include Commodity Pools.
More recently, as discussed in last year’s Alert, SOP 03-4, Reporting Financial Highlights and Schedule of Investments by Nonregistered Investment Partnerships: An
Amendment to the Audit and Accounting Guide Audits of Investment Companies and
AICPA Statement of Position 95-2, Financial Reporting by Nonpublic Investment
Partnerships, was issued to provide guidance for nonregistered investment partnership reporting of a Schedule of Investments.
15. SOP 03-4 requires disclosure about the investment objective and restrictions on redemption for each investment in another nonregistered investment partnership
whose fair value constitutes more than 5 percent of net assets.
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are expected to result in final standards in the near future. One of
those projects related to the risk assessment process is also presented in this Alert, along with brief information about projects
that are especially relevant to the investment companies industry.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Developments—2005/06 (product no. 022496kk) for
further information about proposed SEC rules and PCAOB
auditing standards on the horizon.

The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding exposure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board
(Note that for audits of public
companies, the Public Company
Accounting Oversight Board sets
auditing standards.)
Public Company Accounting
Oversight Board
AICPA Accounting Standards
Executive Committee
Financial Accounting
Standards Board
Professional Ethics
Executive Committee

www.aicpa.org/members/div/auditstd/
drafts.htm

www.pcaobus.org
www.aicpa.org/members/div/acctstd/
edo/index.htm
www.fasb.org
www.aicpa.org/members/div/ethics/
index.htm

Auditing Pipeline—Nonpublic Companies

Eight SASs Related to Audit Risk
In March 2006, the AICPA’s ASB will issue eight SASs related to
risk assessment. The ASB believes that the requirements and
guidance provided in the SASs would result in a substantial
change in audit practice and in more effective audits. The primary
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objective of the SASs is to enhance auditors’ application of the
audit risk model in practice by requiring:
• More in-depth understanding of the entity and its environment, including its internal control, to identify the risks of
material misstatement in the financial statements and what
the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature,
timing, and extent of audit procedures performed in response to those risks.
The eight SASs consist of:
• SAS No. 104, Amendment to Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures (“Due Professional Care in the Performance of Work”)
• SAS No. 105, Amendment to Statement on Auditing Standards
No. 95, Generally Accepted Auditing Standards
• SAS No. 106, Audit Evidence
• SAS No. 107, Audit Risk and Materiality in Conducting an
Audit
• SAS No. 108, Planning and Supervision
• SAS No. 109, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement
• SAS No. 110, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit Evidence Obtained
• SAS No. 111, Amendment to Statement on Auditing Standards
No. 39, Audit Sampling
The SASs establish standards and provide guidance concerning
the auditor’s assessment of the risks of material misstatement in a
financial statement audit, and the design and performance of
audit procedures whose nature, timing, and extent are responsive
to the assessed risks. Additionally, the SASs establish standards
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and provide guidance on planning and supervision, the nature of
audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under audit.
Accounting Pipeline

AcSEC Exposure Draft, Clarification of the Scope of the Audit
and Accounting Guide Audits of Investment Companies and
Accounting by Parent Companies and Equity Method Investors
for Investments in Investment Companies
AcSEC has undertaken a project to address concerns expressed by
the FASB regarding the clarity of the scope of the Audit and Accounting Guide Investment Companies. (See the “Notice to Readers” and footnote 4 to paragraph 1.05 in the Guide). An exposure
draft of a proposed SOP to clarify the scope was released in December 2002 and has subsequently been revised.
Among other matters, the proposed SOP provides specific conditions for determining whether an entity is within the scope of the
Guide. Entities that met those conditions would be required to
apply the provisions of the Guide in presenting their financial
statements. Entities that did not meet those conditions would be
prohibited from applying the provisions of the Guide.
Some tentative conclusions reached by AcSEC in discussion after
the release of the exposure draft follow:
• The SOP should include an overarching definition of an
investment company focusing on purpose.
• The SOP should include factors to consider that would
help entities weigh all existing evidence in order to determine
if the overarching definition of investment company is met.
• Two categories of investment companies should exist: (1)
regulated; and (2) all other investment companies.
• The SOP should illustrate application of SOP guidance to
various fact patterns.
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• The SOP should not include separate guidance for direct
interests in real estate. The SOP should include illustrations of behavior pertaining to investments of direct interests
in real estate and application of SOP guidance to those fact
patterns.
The Guide includes “standstill” provisions on current accounting
practice. Until the project to clarify the scope of the Guide is finalized, an entity should consistently follow its current accounting policies for determining whether the provisions of the Guide
apply to investees of the entity or to subsidiaries that are controlled by the entity.
Further, the FASB has expressed its view that an investment company (other than a separate account of an insurance company as
defined in the 1940 Act) must be a separate legal entity to be
within the scope of the Guide. (See the FASB Action Alert No.
02-14, April 3, 2002). Accordingly, the specialized accounting
principles in the Guide should be applied to an investment made
after March 27, 2002, only if the investment is held by an investment company that is a separate legal entity. Investments acquired prior to March 28, 2002, or those acquired after March
27, 2002, pursuant to an irrevocable binding commitment that
existed prior to March 28, 2002, should continue to be accounted for in accordance with the entity’s existing policy for
such investments. For further discussion of this matter, see the
FASB staff announcement in the EITF Topic D-74, Issues Concerning the Scope of the AICPA Audit Guide on Investment Companies.
As a reminder, while AcSEC finalizes this proposed SOP, the effective date of FASB Interpretation No. 46 (revised December
2003), Consolidation of Variable Interest Entities, an interpretation
of Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements, and FASB Interpretation No. 46, Consolidation of Variable Interest Entities, are delayed for investment
companies that are not subject to SEC Regulation S-X, Rule 603(c)(1) but currently account for their investments according to
the specialized industry guidance in the Guide. See paragraph 36
of FASB Interpretation No. 46(R). The deferral does not extend
to investments made after March 27, 2002, that are held by an
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investment company that is not a separate legal entity, unless
those investments were acquired pursuant to an irrevocable binding commitment that existed prior to March 28, 2002.
Readers should be alert for the issuance of a final SOP, expected
in the first quarter of 2006. Visit AICPA Online at www.aicpa.
org to obtain updated information about the status of the exposure draft.
Proposed FASB Statement for Fair Value Measurements
The FASB posted a working draft of the final standards section of
the FASB Statement Fair Value Measurements on the FASB Web
site for a 30-day period ending November 21, 2005. Selected
guidance in the working draft is briefly discussed in this Alert.
Fair value is defined in paragraph 5 as the price that would be received for an asset or paid to transfer a liability in a current transaction between marketplace participants in the reference market
for the asset or liability. The principal market for the asset or liability is presumed to represent the most advantageous market,
and therefore the reference market, if there are multiple markets
with different prices, as discussed in paragraph 9.
The fair value hierarchy would give highest priority (Level 1) to
market inputs reflecting quoted prices for identical assets or liabilities in active markets. Market inputs that reflect quoted prices
for identical assets or liabilities in active markets (Level 1 inputs)
may include prices quoted as bid and asked prices. Paragraph 27
would provide guidance for prices in active markets quoted as bid
and asked prices that permits, but does not require, use of bid
prices for long positions (assets) and asked prices for short positions (liabilities). As discussed in paragraph C71, bid-asked
spread pricing methods appropriate under ASR No. 118 would also
be appropriate under the Fair Value Measurements Statement.
Paragraph 28 provides guidance for blocks. If an entity holds a
block, a large position of a financial instrument with a quoted
price in an active market, the guidance would prohibit the adjustment of a quoted price by a blockage factor (a discount or premium), based on the size of the position relative to trading
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volume, to estimate fair value. Adjustment would be prohibited
even if a market’s normal trading volume for one day is not sufficient to absorb the quantity held and the quoted price might be
affected by orders placed to sell the position in a single transaction. The guidance would apply to blocks held by investment
companies within the scope of the Audit and Accounting Guide
Investment Companies.
“Standstill” provisions on current accounting practice permitted
under the Audit and Accounting Guide Investment Companies for
measurement of blocks for certain investment companies are discussed in the “Notice to Readers” section and in footnote 20 to
Chapter 2, “Investment Accounts” in the Guide.
For updated information and to check for the issuance of a final
Statement, visit the FASB Web site at www.fasb.org.
Proposed FASB Interpretation for Uncertain Tax Positions
In July 2005, the FASB released an exposure draft, Accounting for
Uncertain Tax Positions, a proposed Interpretation of FASB Statement No. 109, Accounting for Income Taxes. An objective of the
FASB project for uncertain tax positions, as stated in the project
summary, is to clarify what criteria must be met prior to recognition of the financial statement benefit of a position taken in a tax
return. An enterprise would be required to recognize in its financial statements the best estimate of the impact of a tax position
only if the position was probable of being sustained on audit
based solely on the technical merits of the position. The exposure
draft would require that a tax position meet a “probable recognition threshold” for the benefit of the uncertain tax position to be
recognized, with “probable” having the same meaning as in FASB
Statement No. 5, Accounting for Contingencies. This threshold is
to be met assuming that the tax authorities will examine the uncertain tax position. The exposure draft also contains guidance
with respect to the measurement of the benefit that is recognized
for an uncertain tax position, when that benefit should be derecognized, and other matters. Previously recognized benefits from
positions that no longer met the probable recognition threshold

48

New-inv.qxd

3/14/06

4:46 PM

Page 49

would only be derecognized if it was more likely than not that the
position would not be sustained.
The comment period for the exposure draft ended on September
12, 2005. Among the comments raised were questions and concerns about the implications for investment companies of the
probable recognition threshold.
At its November 22, 2005 meeting, the FASB tentatively decided
to adopt a benefit recognition model with a two-step approach, a
more-likely-than-not recognition criterion, and a best-estimate
measurement attribute. The first step is evaluating the tax position for recognition by determining if the weight of available evidence indicates it is more likely than not, based solely on the
technical merits, that the position will be sustained on audit, including resolution of related appeals or litigation processes, if any.
The second step is the measurement of the appropriate amount
of the benefit to recognize. The tax position would be derecognized when it is no longer more likely than not of being sustained.
A final Interpretation is expected in the first quarter of 2006. For
updated information about this proposed Interpretation and to
check for the issuance of a final Interpretation, visit the FASB
Web site at www.fasb.org.
Real Estate Investment Funds Project
The AICPA has formed a task force to address certain accounting
and reporting matters as they relate to entities within the scope of
the Audit and Accounting Guide Investment Companies that hold
investments in real estate. There is currently diversity in practice
as to the use of consolidation or equity method accounting for
the investments, the recognition of net investment income, the
accounting for notes payable, and the disclosure of investment
information. The task force’s objective is to issue guidance to assist with the application of the Guide and not to conflict with existing guidance. The task force is developing recommendations
for consideration by AcSEC.
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SEC Proposed Rules

Among the proposed SEC rules that were released and not final
as of the writing of this Alert, and that may be particularly relevant to the investment companies industry are:
• Exemption from Shareholder Approval for Certain Subadvisory Contracts (Releases No. 33-8312, No. 34-48683, and
No. IC-26230). The proposed rule would, under certain
conditions, permit an adviser to serve as subadviser to an
investment company without shareholder approval.
• Fund of Funds Investments (Releases No. 33-8297 and No.
IC-26198). The proposed rule would expand the conditions
under which an investment company could acquire shares
of another investment company without seeking SEC exemptive relief.
• Amendments to Rules Governing Pricing of Mutual Fund
Shares (Release No. IC-26288). The proposed rule would
amend Rule 22c-1 under the 1940 Act to require that all
purchase and redemption orders be received by the registered
investment company, a single transfer agent designated by
the registered investment company, or a registered clearing
agency, no later than the time at which the investment
company prices its securities.
• Confirmation Requirements and Point of Sale Disclosure Requirements for Transactions in Certain Mutual Funds and
Other Securities, and Other Confirmation Requirement
Amendments, and Amendments to the Registration Form for
Mutual Funds (Releases No. IC-26341, No. 33-8358, and
No. 34-49148). The proposed rule would amend Form N1A to require improved disclosure regarding sales loads and
revenue-sharing payments. The SEC subsequently released
Point of Sale Disclosure Requirements and Confirmation Requirements for Transactions in Mutual Funds, College Savings
Plans, and Certain Other Securities, and Amendments to the
Registration Form for Mutual Funds (Releases No. IC26778, No. 33-8544, and No. 34-51274), requesting
comment about whether to adopt modified or additional
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disclosure requirements for Form N-1A beyond those originally proposed. The release also asks for comment about
what disclosures, if any, should be added to Forms N-3, N4, and N-6 with respect to revenue-sharing payments.
• Definition of Nationally Recognized Statistical Rating Organization (Releases No. IC-26834, No. 33-8570 and No.
34-51572). The proposed rule would define the term nationally recognized statistical rating organization (NRSRO)
and provide interpretations of that definition for purposes
of SEC rulemaking. Credit rating agencies would be provided with information to better understand whether they
qualify as an NRSRO.
Also, in October 2005, the SEC released a proposed Interpretation, Commission Guidance Regarding Client Commission Practices
Under Section 28(e) of the Securities Exchange Act of 1934, with request for comment, to provide interpretive guidance on money
managers’ use of client assets to pay for research and brokerage
services under the safe harbor that is codified as Section 28(e) of
the 1934 Act. Conduct not protected by Section 28(e) may constitute a breach of fiduciary duty as well as a violation of federal
securities laws, including the Advisers Act, and the 1940 Act. The
proposed Interpretation would replace Section II and Section III
of the interpretive guidance on Section 28(e) previously issued by
the SEC in 1986.
Visit the SEC Web site at www.sec.gov to get the full text of these
proposed rules and interpretation and for information about
other proposed SEC rules.

Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs

AICPA Products and Publications

In addition to the AICPA publications already discussed in this
Alert, the following are some of the AICPA products and publica51
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tions that may also be of interest to auditors of investment
companies. To order these and other AICPA products, receive information about AICPA activities, and find help on your membership questions, call the AICPA Service Center Operations at
(888) 777-7077.
Checklist Supplement and Illustrative Financial Statements for
Investment Companies
The Checklist Supplement and Illustrative Financial Statements for
Investment Companies (December 2004 edition) (product no.
008945kk) is a nonauthoritative financial accounting and reporting practice aid that is updated annually. This checklist should be
used in conjunction with the Checklists and Illustrative Financial
Statements for Corporations (December 2005 edition) (product
no. 008936kk). The next update of the Checklist Supplement and
Illustrative Financial Statements for Investment Companies is
planned for 2006.
Audit and Accounting Manual
The Audit and Accounting Manual (revised as of June 1, 2005)
(product no. 005134kk) is a valuable nonauthoritative practice
tool designed to provide assistance for audit, review, and compilation
engagements. It contains numerous practice aids, samples, and illustrations, including audit programs; auditors’ reports; checklists; and engagement letters, management representation letters,
and confirmation letters.
AICPA reSOURCE
With AICPA reSOURCE you can access accounting and auditing materials online with the AICPA Library or the AICPA
Library + FASB Library. You can custom-tailor your subscription
by choosing titles you use most often. To subscribe or to learn
more about AICPA reSOURCE, go online at www.cpa2biz.com.
Education Courses

The AICPA has developed a number of CPE courses that are
valuable to CPAs working in the investment companies industry,
many of them available for both group study and self-study.
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Online CPE
AICPA InfoBytes. AICPA InfoBytes, offered exclusively through
cpa2biz.com, is the AICPA’s flagship online learning product.
Divided into one- and two-credit courses that are available 24/7,
AICPA InfoBytes offers hundreds of hours of learning in a wide
variety of topics. To register or learn more visit www.cpa2biz.
com.
Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077. For more information visit the AICPA
Web site at www.aicpa.org.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to
the application of the AICPA Code of Professional Conduct. Call
(888) 777-7077. Send email inquiries to ethics@aicpa.org.
American Institute of Certified Public Accountants—Web Site

AICPA Online (www.aicpa.org) is the AICPA’s Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
AICPA Online resources include professional news, membership
information, state and federal legislative updates, AICPA press releases, speeches, exposure drafts, and a list of links to other accounting- and finance-related sites.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end of this Alert.
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This Audit Risk Alert replaces the Investment Companies Industry
Developments—2004/05 Audit Risk Alert. The Investment
Companies Industry Developments Audit Risk Alert is published
annually. As you encounter audit or industry issues that you believe warrant discussion in next year’s Alert, please feel free to
share them with us. Any other comments that you have about the
Alert would also be appreciated. You may e-mail these comments
to mkasica@aicpa.org or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURCES
Organization

Web Site

American Institute of Certified
Public Accountants
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077
(Service Center Operations)

www.aicpa.org

CFA Institute

www.cfainstitute.org

Commodity Futures Trading Commission

www.cftc.gov

Financial Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.fasb.org

Financial Crimes Enforcement Network
(FinCEN)

www.fincen.gov

Investment Company Institute
1401 H Street, NW
Washington, DC 20005

www.ici.org

Public Company Accounting Oversight Board

www.pcaobus.org

U.S. Securities and Exchange Commission
SEC Headquarters:
100 F Street NE
Washington, DC 20549
Publications Unit:
Telephone: (202) 551-4040
SEC Public Reference Room:
Telephone: (202) 551-8090

www.sec.gov

U.S. Small Business Administration

www.sba.gov
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AICPA Member and
Public Information:

www.aicpa.org
AICPA Online Store:

www.cpa2biz.com
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